ABSTRACT: In this case, the student takes on the role of a compensation committee team member in a publicly traded corporation. The case task is to create a compensation plan for the company's CEO using past data regarding CEO compensation and specific incentives from proxy statements, along with financial statement performance data. To develop a comprehensive plan for the executive, students must incorporate numerous issues and course topics, both tax and nontax, applying them to the particular fact pattern. Pre-and post-case responses from students confirm that this case furthers their understanding of the interplay between corporate tax rules and executive compensation while cultivating critical thinking skills. The case has been used in both graduate tax and graduate accounting courses. To accommodate different teaching philosophies and course emphasis (tax or accounting), three variations of the project are provided.
C
isco Systems is a multinational technology corporation based in San Jose, California that was founded in 1984. Its core business is in the area of networking, including but not limited to routing, wireless networking, and teleconferencing. Cisco believes in the constant evolution of the Internet. They predict a future they call the ''Internet of Everything''; a future that provides digital access to information, business processes, and social interactions, all made possible by more internet-capable products.
Following a number of years of service at Wang Industries and IBM, CEO John Chambers joined Cisco in 1991 as a senior vice president. At that time, Cisco Systems was a $70 million company. When he was appointed CEO in 1995, Cisco was a $1.2 billion company. During his tenure as CEO, Cisco experienced meteoric growth to revenue over $48 billion in 2013. Beyond revenue growth, John Chambers had many achievements in the areas of corporate social responsibility, philanthropy, and was credited with making Cisco one of the best places to work.
In this case, you are assigned the role of lead member of the compensation committee for Cisco Systems. It is your job to determine the 2014 compensation plan for Cisco's CEO, John Chambers, considering any or all of the following concepts (not limited to this list): make. These could be income targets, expense ratios, stock price targets, or other goals of your choosing. b. Explain why you selected these specific objectives for him to achieve and how they tie to attributes of the company, industry, or stated objectives provided by the board of directors and/or shareholders. c. After determining the desired achievements, outline your plan for Mr. Chambers's compensation. There are no specifically right, or wrong, answers for this project; the most important thing is to explain your reasoning for your compensation choices. d. Explain your reasons for your various plan details with reference to the previous year's (actual) plan, i.e., explaining your rationale for both the changes you propose along with the facets you would keep from the previous year's plan. 2. Discuss the adjustments you would make to your initial compensation plan for the following three independent scenarios: a. Assume that Cisco chose to increase its dividend from $.68 per share each year to $1 per share. b. Assume that Cisco's stock price had a 30 percent decline in value due to a macroeconomic shock (similar to 9/11 or the financial crisis) that was not Mr. Chambers's fault. This caused a significant portion of Mr. Chambers's stock options to go underwater, along with significant losses on any stock holdings. This shock also decreased the earnings expectations by a similar 30 percent level, forcing a change in any earnings-related achievements. c. Assume that two weeks ago, Mr. Chambers announced his retirement effective January 1, 2015.
CASE B
HealthSouth is a large healthcare corporation focused on inpatient rehabilitative care. Founded in Birmingham, Alabama in 1984, the corporation experienced meteoric growth throughout the early 1990s through a number of mergers and acquisitions. In 2002, a large accounting scandal was uncovered, leading to a Securities and Exchange Commission investigation and a $1.4 billion restatement. Over a six-year period beginning in 1996, HealthSouth fraudulently falsified earnings reports to meet analysts' targets and continue revenue growth.
Richard Scrushy, company founder and then-CEO, was an incredibly charismatic executive with grandiose visions for his company, growing revenues to over $1.5 billion in the first ten years of operations. He made HealthSouth into the darling of Wall Street by consistently meeting or beating Street expectations. Following the uncovering of the accounting scandal and a circus-like trial, Mr. Scrushy was acquitted of all charges associated with HealthSouth's fraudulent earnings reports.
As the lead member of the compensation committee for HealthSouth, it is your job to determine the 1996 compensation plan for HealthSouth's CEO, Richard Scrushy, considering any or all of the following concepts (not limited to this list): corporate income taxes, dividend policy, stock option plans, pension or retirement benefits, earnings management and other business Janell L. Blazovich is an Assistant Professor at the University of St. Thomas, and G. Ryan Huston is an Assistant Professor and Janet M. Huston is a Clinical Professor, both at Arizona State University.
incentives, and financial reporting considerations. You have been provided with a number of materials explaining the history of HealthSouth, including its accounting scandal.
2 In your plan, special attention should be paid to any compensation-oriented ideas that might lower the likelihood of such a scandal.
REQUIREMENTS: CASE B Directions
Prepare your compensation plan as follows: a. Begin by determining certain achievements that you would like for Mr. Scrushy to make.
These could be income targets, expense ratios, stock price targets, or other goals of your choosing. b. Explain why you selected these specific objectives for him to achieve and how they tie to attributes of the company, industry, or stated objectives provided by the board of directors and/or shareholders. c. After determining the desired achievements, outline your plan for Mr. Scrushy's compensation. There are no specifically right, or wrong, answers for this project; the most important thing is to explain your reasoning for your compensation choices. d. Explain your reasons for your various plan details with reference to the previous year's (actual) plan, i.e., explaining your rationale for both the changes you propose along with the facets you would keep from the previous year's plan.
CASE C
You are the lead member of the compensation committee for a multinational corporation of your choice. It is your job to determine next year's compensation plan for your CEO, considering any or all of the following concepts (not limited to this list): corporate income taxes, dividend policy, stock option plans, pension or retirement benefits, earnings management and other business incentives, and financial reporting considerations.
REQUIREMENTS: CASE C Directions 1. Determine the corporation that you will use for your compensation plan. To find the company's proxy statement, you will go to the website: http://www.sec.gov. In the company filings tab, you will type in the company name and then search for the DEF 14a Proxy Statement. 2. Prepare your compensation plan as follows: a. Begin by determining certain achievements that you would like for your CEO to make.
These could be income targets, expense ratios, stock price targets, or other goals of your choosing. b. Explain why you selected these specific objectives for your CEO to achieve and how they tie to attributes of the company, industry, or stated objectives provided by the board of directors and/or shareholders.
c. After determining the desired achievements, outline your plan for your executive's compensation. There are no specifically right, or wrong, answers for this project; the most important thing is to explain your reasoning for your compensation choices. d. Explain your reasons for your various plan details with reference to the previous year's (actual) plan, i.e., explaining your rationale for both the changes you propose along with the facets you would keep from the previous year's plan. 3. After making your initial compensation plan, explain the changes you would make to your plan under the following three independent scenarios: a. Assume that your corporation chose to initiate an ordinary, recurring dividend. If your company already pays a recurring dividend, assume that it made a significant increase to the payout. b. Assume that your company's stock price had a 30 percent decline in value due to a macroeconomic shock (similar to 9/11 or the financial crisis) that was not the CEO's fault. This caused a significant portion of your executive's stock options to go underwater, along with significant losses on any stock holdings. This shock also decreased the earnings expectations by a similar 30 percent level, forcing a change in any earnings-related achievements. c. Assume that two weeks ago, the company's CEO announced his/her retirement effective January 1, 2015.
Introduction
In this case, the student takes the role of a member of the compensation committee of a publicly traded corporation. The student's task is to create a compensation plan for the company's CEO using past data regarding CEO compensation and specific incentives from proxy statements, along with financial statement performance data. Students begin by outlining the CEO's annual achievements and the compensation awarded for meeting the objectives. In this process, students must consider the unintended consequences the incentives could cause. For instance, incentive compensation tied to earnings targets could lead to earnings management in a variety of forms, and at the extreme it could lead to outright fraud. Students are expected to consider both the positive outcomes and potential unintended consequences of the incentives their compensation plan creates and include them in their discussion.
Case Learning Objectives
The case is designed to provide the students with a fundamental understanding and working knowledge of some of the more important concepts, rules, and planning considerations related to producing a compensation plan. Students must integrate both financial and tax accounting issues in the context of managerial incentives and performance.
The Scholes, Wolfson, Erickson, Maydew, and Shevlin (2008) textbook creates a framework for effective tax planning focusing on three specific contexts: (1) the tax implications of a proposed transaction for all parties to the transaction; (2) both explicit taxes (tax dollars paid directly to taxing authorities) and implicit taxes (taxes paid indirectly as a result of lower before-tax rates of return on tax favored investments); and (3) the nontax costs arising from tax planning. In all three versions of the case, students observe the importance of financial accounting data and share value on earning incentive-based compensation. While incentive-based compensation generally aligns the interests of manager with shareholders, it also can lead to unintended consequences, like earnings management. All case options allow students to observe the use of stock and option-based compensation methods, along with cash compensation. Students discover that while there are benefits related to incentive compensation, such as aligning the interests of management and shareholders through use of stock and option compensation, stock and option compensation also has negative consequences, such as stock dilution. The specific learning objectives of this case are to improve the students' understanding of the following:
The various forms of executive compensation; The company's objectives in compensation-mix choice; The unintended consequences of executive compensation; The interplay between tax and nontax issues as they relate to compensation; Corporate tax rules; The differences between tax planning and tax compliance; Various tax planning techniques; Earnings management incentives (Case B); The interplay between earnings management and executive compensation (Case B); Various earnings management techniques (Case B).
Intended Audience of the Case
The case has been successfully used in a graduate corporate taxation/Scholes-Wolfson course (Cases A and C) and a capstone graduate accounting course (Case B). The case is also appropriate and adaptable for other upper-level tax courses (e.g., Tax Research), other upper-level accounting courses, or M.B.A.-level courses. For instance, in a Tax Research course, students could be asked to discuss in much greater detail the deductibility of the various forms of compensation (salary, bonus, stock options, stock appreciation rights, etc.). In an upper-level accounting course, students could be asked to focus on the financial reporting implications of various forms of compensation and how changes in financial reporting for compensation items (e.g., SFAS 123R) have led to changes in compensation plans. Finally, M.B.A. students could focus on the impact of managerial compensation on firm strategy, with a focus on how compensation incentives tie to financial reporting numbers, thus impacting management's choices.
Evidence of Efficacy and Student Feedback
This case has been administered five times, with student feedback collected during the three most recent administrations. Table 1 presents the results from the Pre/Post Student Questionnaire on the case's learning objectives. Panel A provides student feedback received when students in a graduate corporate taxation/Scholes-Wolfson course completed the Case A version of the case, i.e., Cisco Systems. Data in Panel B come from administering Case B, i.e., HealthSouth, in a capstone graduate accounting course. Panel C provides data collected after using Case C, i.e., students chose the company in a corporate taxation/Scholes-Wolfson course. Both Panels A and C data come from students who were assigned the case as an individual project; Panel B data originate from students assigned the case as a group project. In all three administrations of the case, the pre-case questionnaire was completed before the case was handed out (generally during the first week of the course), and the post-case questionnaire was completed when the case was turned in (generally in the fifteenth week of the course). Student self-assessments increased between the initial and subsequent questionnaire assessment for each learning objective; 4 thus the case appears to have efficacy in meeting each of the learning objectives. Possibly due to small sample sizes (10 observations in Panel A, and 29 observations in Panels B and C), we are not able to separately identify any effect related to course content (tax or earnings management) or specific instructor. In summary, the results are consistent with the case meeting its stated learning objectives and, as a result of completing the case, students better understand the interplay between compensation and both tax and nontax issues, they are more comfortable with tax planning issues, and they better understand the importance of nontax issues. Table 2 presents the students' overall assessment of the case; these data come from responses to questions that were asked only on the post-case questionnaire. Panels A and C provide data from students who completed the case individually; Panel B provides data from students who worked in groups to complete the case. Column 3 presents the lower end of the 99 percent confidence interval around the mean; when the lower bound of the confidence interval for a question is greater than the neutral point of 4, the results are statistically greater than the neutral point, at a 0.01 level. Responses to the first three questions indicate that students believe the case is useful in helping students meet the learning objectives; these data corroborate the pre/post questionnaire results. Student responses to the remaining questions indicate that the level of case difficulty is appropriate for the course and they recommend the case be used again in future semesters. Two of the three classes of students surveyed felt the case helped them prepare for their future careers. 5 Students felt they had access to the necessary resources. Overall the students agreed that the case helped them pull together class concepts, thus enabling them to see the bigger picture.
In the post-case questionnaire students were asked to provide written feedback on both the strengths of the case and the areas in which the case could be improved. Comments received were more positive than negative. The comments confirm that the case integrated many of the course topics and required they think critically about a number of issues simultaneously. Student comments support the use of a ''real company'' case (regardless of which case used) as a way to deepen their knowledge of course topics. Comments suggesting changes or improvements to the case generally center on the student's preference for more case structure. Below is a sample of positive comments related to the case: ''The case was very challenging but forced me to see the big picture and bring all the concepts together.'' ''It tied together the various concepts learned in the course and gave the textbook concepts a 'real-life' feel.'' ''The case really helped me to see the tax theory applied in the real world and see how tax theory interacts with nontax issues.'' 
Teaching and Implementation Guidance
Customizing the Case When incorporated into a tax course, Cases A and C provide students with an opportunity to incorporate a number of tax and nontax concepts typically covered in the course while creating the CEO's compensation plan for a real corporation. Whether the student is assigned Cisco Systems (Case A) or the student is allowed to choose his/her own company (Case C), the case allows students to experience the interplay between tax and managerial issues.
While the general focus of Cases A and C centers on tax, Case B focuses on earnings management and, therefore, provides a case option appropriate for graduate accounting courses. The use of HealthSouth in Case B enables graduate accounting course students to see the potential drawbacks associated with stock and option compensation dominating the CEO's compensation mix. While compensation-oriented incentives were not the only cause for the HealthSouth fraud, students observe that the compensation benefits for stock price appreciation were so large that it is difficult to deny that they were not at least a contributing factor. The three case options make it adaptable to a number of upper-level and graduate courses, various teaching philosophies, and small or large class sizes. The case can be assigned as an individual or group assignment, providing the students with very different learning environments.
General Timeline
Case A In a graduate corporate taxation/Scholes-Wolfson course, Case A was assigned in conjunction with a series of lectures examining both executive compensation and earnings management. Students were assigned to complete the case individually. The instructor covered the relevant material in two to three 75-minute lectures prior to the assignment of the case. Students were given about three weeks to generate the deliverables. Students required approximately eight hours to individually complete the assignment.
Case B
In a capstone graduate accounting course, this case was assigned in conjunction with the coverage of earnings management. Students were assigned to complete the cases in groups of three or four students. The instructor covered the relevant material in one 75-minute lecture prior to the assignment of the case. Students were given about two weeks to generate the deliverables. Student groups required approximately ten hours to complete the assignment.
Case C
Case C was also assigned in a graduate corporate taxation/Scholes-Wolfson course during a different semester than Case A, and was also assigned in conjunction with a series of lectures examining both executive compensation and earnings management. Students were assigned to complete the case individually. The instructor covered the relevant material in two to three 75-minute 4 Each of the three groups was asked seven questions related to the learning objectives; therefore, Table 1 presents the pre/post questionnaire results of 21 questions. For all 21 questions, students rated their understanding higher after the case than before the case. In spite of the relatively small sample sizes, 18 of the 21 questions had statistically significant differences, suggesting that the case was effective in meeting its learning objectives. 5 Mean student response in the third class was 4.50, above the neutral point of 4. The small sample size in the third class (10 students) may have contributed to the lack of statistical significance on this question.
lectures prior to the assignment of the case. Students were given about three weeks to generate the deliverables. Students required approximately ten hours to individually complete the assignment.
TEACHING NOTES AND STUDENT VERSION OF THE CASE
Teaching Notes and the Student Version of the Case are available only to non-student-member subscribers to Issues in Accounting Education through the American Accounting Association's electronic publications system at http://aaapubs.org/. Non-student-member subscribers should use their usernames and passwords for entry into the system where the Teaching Notes can be reviewed and printed. The ''Student Version of the Case'' is available as a supplemental file that is posted with the Teaching Notes. Please do not make the Teaching Notes available to students or post them on websites.
If you are a non-student-member of AAA with a subscription to Issues in Accounting Education and have any trouble accessing this material, then please contact the AAA headquarters office at info@aaahq.org or (941) 921-7747.
